I. Introduction
I n a seminal speech in 1960 entitled 'The standard goods hypothesis', Jacques Dr~ze stressed the importance of market size for the trade performance of (small) countries. Referring to the case of Belgium in the advent of the creation of a common European market, he argued that its small local market impeded Belgium to become an important producer/exporter of specialized consumer and producer goods. Instead small open countries like Belgium would rather exhibit a comparative advantage in standardized products of which the production process is characterized by scale economies, particularly in semifinished goods and producer goods. More recently, new trade theory and new economic geography have developed similar arguments and stressed the size of the home market as source of comparative advantage (Krugman 1980 (Krugman , 1991 . Because of their larger home market, large countries typically export scale-intensive differentiated products; this result can also be linked to the hypothesis formulated by Linder (1961) which states that countries export goods that are in greater demand at home. In recent empirical work, the home market effect is often used as the discriminatory element in distinguishing between prominent paradigms of international trade to explain trade performance across industries (Davis and Weinstein 1996 , 1998 , 1999 Trionfetti 1998) . Thus far, however, empirical work has neglected the impact of multinational firms on the trade structure of countries. From a theoretical perspective, the modeling of multinational firms within trade models has only recently gained due attention (Markusen 1995 (Markusen , 1998 Markusen and Venables 1996, 1998; Ethier and Markusen 1996) . Characterizing multinational firms as firms with specific transferable technology and intangible assets, these models show that multinational firms may significantly change the volume and direction of trade of host countries as they split up their value-added chain according to location-bound advantages of countries.
In analyzing the effects of market integration on trade and investment, several scholars have argued that European integration caused an increase in (vertical) multinational activity and intra-European (intrafirm) trade by removing barriers to trade and investment (Baldwin 1990; Motta and Norman 1996) . This research has also demonstrated that small EC countries attracted a disproportionately large share of foreign direct investment (FDI) inflows in Europe. Given the distinctive features of multinational firms embedded in their proprietary ownership advantages (Dunning 1993), a nonsignificant impact of multinational activity on the economic structure of these small countries can be expected.
As a result of these developments, the standard-goods hypothesis may have lost its significance. Since multinational firms are typically active in differentiated industries and define Europe and the world as their relevant market, this paper hypothesizes that the strong growth in foreign investment in smaller EC countries has caused the comparative advantage of these countries to shift towards differentiated products, l
II. Comparative Advantage and Foreign Direct Investment
Trade theory based on the principle of comparative advantage 2 has basically explained the trade performance of countries by location-bound advantages: differences in technology between countries in the Ricardian tradition and differences in factor endowments between countries in the Heckscher-Ohlin-Vanek (HOV) framework. Technology models i In a postscript to his original paper, Dr~ze himself alluded to the importance of multinational firms for Belgium's foreign trade structure (Jacquemin and Sapir 1988). 2 A country is said to have a "comparative advantage" in a good if the country's pretrade relative price of that good is lower than abroad. With comparative advantage being a theoretical concept, however, the concept of revealed comparative advantage (based on observable data derived from the post-trade situation) has been introduced in empirical work (Balassa 1965) as an indicator of a country's trade performance.
